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REPLY BRIEF FOR THE TAXPAYER-APPELLANTS 


Ordinarily, as counsel to taxpayer-appellants it would 
not be my plan to file a reply brief in a matter like this. 
However, the brief of the appellee Commissioner of Internal 
Revenue so plainly misstates the law and the facts herein that 


as attorney to the taxpayers I feel compelled to file this, which 


ie truly a reply beiet. ‘That is, 2t will mot Dring up any new 


matter, but will simply reply to the errors of) the Commissioner's 


bret. 


Accordingly, and with what I hope will be the Court's 
permission in the interests of moving ahead, we are going to 
dispense with the usual Table of Contents and of Citations. 
(There are no new citations beyond those in the prior briefs 
herein, except for three cases which are fully cited when 
mentioned). 

First, anyone reading the original brief of the taxpayer 
and the ostensibly "answering" brief of the Commissioner might 


initially conclude that they are for two different cases: the 


Commissioner's brief does not really answer the argument of the 


taxpayer, but argues another case. 

At p. 11 of the Commissioner's answering brief, it is 
stated: "...the Tax Court wes not bound to accept the testimony 
of the taxpayer and his witnesses that the taxpayer's salary was 
reasonable, under the circumstances, since the facts of record 
clearly contradict that allegation, as the Tax Court held: rit 
cannot be questioned that the clearest evidence of the worth of 
petitioner's services is petitioner's earnings from his dentistry 
practice as an individual proprietor.’ (R. 95)" 

But neither the learned Court below, nor the Commissioner 
can cite any authority for that proposition tossed in as a giant 
assumption--and one for which there is no factual basis whatso- 
ever. 

Indeed, all the evidence in this matter--the undisputed, 
unimpeached, unrebutted testimony--is to the effect that the 
pension and pension contribution in issue were both "ordinary and 


necessary" and that the compensation of the taxpayer, even when 
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the pension contribution allocable to him was added to his direct 
remuneration, was on an overall historical basis not high, but 
low. Our original brief at pp. 5-8 detailedly reviewed all of 
this testimony. 

One cannot meet a body of undisputed, unrebutted, unim- 
peached testimony like that by simply repeating a giant assump- 
tion without one tota of factual support on the record: that the 
best evidence of the value of a man's services is what in fact he 
earned. 


Plainly and despite such a chance observation having been 


made by the Court below, that is ridiculous. For were it true we 


would never have an "unreasonable compensation" dispute: if a 
man is truly worth precisely what he in fact earned, where is the 
basis for disallowing some of his supposed "compensation" as ex- 
cessive and unreasonable? Again, if a man is worth precisely 
what he earns, why should the present salaries of our judges in 


the Federal judiciary be raised? 


If one is to appeal to “common sense" as the learned judge 
below assertedly did on this matter, we suggest it is a matter of 
notoriety that some men are at any particular point overpaid 
whereas others are substantially underpaid, on account of many 
eer Some of those factors were present in our case: the 
case of a new professional embarking on a new profession and in- 
vesting considerable time in improving his knowledge and skills. 
Every form of investment involves some deferral of income that 


could otherwise currently be earned or enjoyed. The professional 


by studying, going to schools, attending seminars, reading 
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journals, particularly in his early years, invests his time-- 
time in which he could otherwise be rendering billable services 
and earning money. 

If "...the facts of record clearly contradicted the alle- 
gation" (of reasonable historical compensation) as the Commis- 
Sioner's brief assets at p. 11, why cannot such brief "clearly" 
point to any of such evidence, other than the schedule of actual 
earnings, which, as we have noted, simply do not prove his blithe 
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assumption and the Court's below: that "...the best evidence of 
the reasonability (sic) of the taxpayer's compensation is the 
amount which he was able to earn for himself in the period pre- 


ceding incorporation...." 


(Commissioner's brief at p. 12). 
At p. 12 the Commissioner's brief cites Willmark Service 
System, Inc. v. Comm'r, 368 F2d 359 (CA-2 1966) for the settled 


law that the Tax Court's findings on an "unreasonable compensa- 


tion" issue should not be disturbed unless they are "clearly 


erroneous". We do net argue with that principle nor the Willmark 


case. 

Simply, it is not our case at all. In Willmark the Second 
Circuit noted in the third sentence from the end of the decision: 
"(Taxpayer) made no attempt to establish that the salaries paid 
Mark and William were inadequate or that the payments to the 
widow were reasonable." There all the taxpayer in effect did was 
to slap down on the courtroom table a contract obligating the 
corporation to continue payments to the widow of one “partner” in 
an agreed percentage of the compensation from time to time paid 


Ww 


the surviving "partner". It offered no evidence as to the factors 


noted above by the Second Circuit which might have justified the 
di be dati but simply rested on the bare contract. In sum, this 
was/burden of proof case. And one in which the taxpayer presented 
no real evidence of "reasonableness". 

Obviously, that is not the instant case at all, one in which 
there was detailed testimony of several witnesses for the taxpayer 
on the "reasonableness" issue. And one in which such evidence was 
never disputed, rebutted or impeached in any way by the Commis- 
sioner. 

The cases really in point thus are the six cases cited by us 
at pp. 8 through 10 of our original brief, cases which the Com- 
missioner's brief wholly fails to comment on, much less distinguish. 

At p. 13 of his brief the Commissioner asserts that the tax- 


"...had nothing in common with the usual 'reason- 


payer's situation 
able compensation' case, where the recipients are able to establish 
that prior salaries were lower than normal because the recipients 
desired that the corporation's profits be used to expand the busi- 
ness." Here, in citine RB. J. Nicholl Co. v. Camm'r, 59 TC 37 
(1972), the Commissioner fails to recognize that forming human 
capital is fully as important in service businesses and professions 
as is forming tangible capital in commercial businesses. We have 
abundant evidence that the taxpayer went to several professional 


schools, attended many seminars and clinics, studied journals, all 


to develop further human capital. What the Commissioner forgets 


was stated by Adam Smith 201 years ago in his Wealth of Nations: 


"The acquisition of such talents, by the maintenance of the ac- 


quirer during his education, study or apprenticeship always costs 
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a real expense, which is a capital fixed and realized, as it were, 
in his persor.” 

In addition to the actual "maintenance of the acquirer" 
(board and lodging, fees and books), there is also the economic 


cost of the earnings the "acquirer" could otherwise have earned 


during such education. And that is plainly one reason why the 


earnings of new professionals in any field are typically low: 

they are still building up "human capital". In sum, Nicholl is 
distinguishable: it deals with tangible capital while the instant 
case deals with building up human capital. But is that a distinc- 
tion which should lead to a difference in legal result? 

On page 14 the Commissioner puts forth a proposition of 
supposed "law" which the cases (other than U.S. Asiatic Co. v. 
Comm'r, 30 TC 1373 (1958), which we discussed at length at pp. 12 
and 13 of our prior brief) simply do not support. It is less than 
intellectually honest to say that "...those courts which have con- 
sidered the matter..." have upheld the IRS position that low earn- 
ings paid to or received by a taxpayer cannot be taken into ac- 
count when considering what earnings may be paid that same person 
after incorporation by a successor corporation. As noted in our 
brief, one fragile, ill-reasoned, virtually uncited (for this pro- 
position) case so holds: U.S. Asiatic Co. In contrast, R. J. 
Nicholl Co., supra, cited by the Court below and by the Commis- 
sioner holds plainly to the contrary. As does dictum in this 
Circuit's own Bongiovanni v. Comm'r, 470 F2d 921, 925 (CA-2 1972), 
rev'g TC Memo 1971~262, 30 TCM 1124, cited by us in our brief at 


Pp. 14. 
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The Tax Court in R. J. Nicholl Co. permitted a deduction by 
the successor taxpayer because (at 59 TC 51): "Although the prior 
services were rendered to the predecessor corporations, it is 
obvious that R. J. Nicholl Co. was a direct beneficiary of these 


prior undercompensated efforts by Raymond." So, too, in the in- 


stant case: the taxpayer's professional corporation was the bene- 


ficiary of the human capital the Doctor had developed by his ex- 
haustive study and low earnings in his earlier years. 

Again, the Tax Court in R. 3. Nichall Co. notes Cat 59 Te 
52): "In this case, although not formally expressed in the nature 
of a corporate resolution, th.ce is specific testimony, based upon 
facts which we have found, that Raymond was undercompensated in 
the early years so that the corporation could retain the needed 
cash and that the brothers expected to reap the ...benefits for 
these undercompensated services in later years." We have com- 
parable evidence in the instant case of a professional who studied 
hard and long expecting such studies eventually to pay off in 
higher earnings. And when those well deserved earnings do eventu- 
ate, as here, why should not the professional--whether working as 
a self-employed person or for a professional corporation--not be 
permitted to take and enjoy them? 

At p- 14 the Commissioner cites Underwriters' Laboratories, 
Inc. v. Comm'r, 46 BTA 464 (1942) as ostensibly supporting its 
position that a successor employer cannot make up for undercom- 
pensation paid to certain employees by a predecessor employer. 
Plainly, the Commissioner's counsel did not read our brief at 


p- 12 which showed, even as we did in the brief below to the Tax 


Court, that such case is simply not in point. its headnote 2, 


which is a fair statement of this issue, reads: "Held, petitioner 


is not entitled to a deduction as a business expense of an amount 


paid on account of premiums for employees’ pension and disability 
policy of insurance, such payment having been made by its prede- 
cessor." There it was held that the successor employer cannot 
claim a deduction for an item concededly in fact paid by the pre- 
decessor. Plainly, that is not our case at all. 

Then the Commissioner cites 2a mish-mash of revenue rulings, 
most not in point, as if to admit the paucity of authority for 
ites position. Rey. Rul. 71-502, 1971-2 C.38. 199 is admittedly in 
point. But is it correct? It rests solely on Rev. Rul. 69-36, 
1969-1 C.B. 128. In such earlier ruling a proprietor with a Keogh 
plan thereafter incorporated his business or practice and at- 
tempted to continue the same plan as that of the corporate suc- 
cessor employer. The retirement plan continued the same two-year 
prior service requirement and explicitly took into account service 
in any capacity for the prior employer as counting for such re- 
quirement. 

As authority for the IRS opinion that such a plan would no 
longer be a “qualified plan" as to the successor corporate em- 
ployer, the Service cited a provision of its then "bible" on 
qualified plans generally: Part 2(j)(1) of Rev. Rul. 65-178, 
1965-2 C.B. 94. This was later replaced by Rev. Rul. 69-421, 
1969-2 C.B. 59, cited in the Commissioner's brief at Hu TR, Whiten 


contains the same precise text for its Part 2(4)(1): 


Except to the limited extent applicable 
to the participation of self-employed in- 
dividuals after December 31, 1972, part- 
ners and sole proprietors are not em- 
ployees and therefore are not eligible to 
participate in qualified plans. Neither 
are they to be credited for services as 
partne! r sole proprietors prior to be- 
coming employees in a successor corpora- 
tion, either for prior service benefits 
or for meeting eligibility requirements. 
See Rev. Rul. 69-144. 


It is interesting, however, to note that every court which 
has considered this IRS position has uniformly rejected it and 
has held that service prior to incorporation may properly be 
taken into account. We did not cite this extensive jurisprudence 
in our original brief because we did not think the Commissioner 


would have the gall to contest it now, particularly in the con- 


text of the Treasury's published acquiescence in the last of those 


cases, Farley Funeral Home, Inc. v. Comm'r, 62 TC 150 (1974), 
Acq., 1975-4 IRB p. 5. 


The other cases which have held this IRS position to be 
error are U.S. v. Kintner, 216 F2d 418 (CA-9 1954), Sherman Con- 
struction Corp. v. U.S., not officially reported, 73-1 USTC Par. 
9258 (D.C., BE. Dist. Va., 1973), and, of course, the Tax Court 
decision below in this very case. The celebrated Kintner case 
decided this as a largely overlooked (by most students of tax 
jurisprudence) second issue: retirement plan of the Western 
Montana Medical Clinic could take into account service (or 
"tenure") of its self-employed partners prior to becoming an 
"association taxable as corporation" (first issue of the case) 
for meeting a prior-service requirement in such corporate quali- 


fied plan. 


Again, if Part 2(4) (1) of Rev. Rul. 69-144 was once the 


IRS position, has it not in effect been reversed sub silentio by 


the Treasury's acquiescence in Farley Funeral Homes, Inc.? 


In any event, in the context of the cited decided cases 
and such acquiescence, these old revenue rulings are not very 
persuasive: plainly they've persuaded not one court, including 
the Tax Court in the instant case. 

Admitted, one can distinguish all such cases (except for 
the suggestion in the Tax Court decision below) from the instant 
case on the ground that the other cases dealt with a prior-service 
requirement, while the instant case in effect would take earnings 
(or low earnings) prior to incorporation into account in determin- 
ing the propriety of plan contributions--and thus eventual bene- 
fits--after incorporation. 

Recall that Part 2(4)(1) above-cited said that prior service 
could not be taken into account"..either for prior service bene- 
fits or for meeting eligibility requirements." The cases prior to 
this one admittedly only are holdings on the “eligibility require- 
ments" aspect of such IRS opinion and do not explicitly reach the 
“prior service benefits" aspect. 

However, one can surmise that the reason why the learned 
judge below did not summarily dispose of taxpayer's petition by 
simply and succinctly holding Part 2(j)(1) applicable--as urged 
by the Commissioner--was that he found it illogical to allow a 
successor corporate employer to take into account for a self- 
employed person his service prior to incorporation but not to 


allow plan benefits to take into account his earnings (or lack 


of them) prior to incorporation. Why should the one be taken 
into account, but not the other? 

Probably we all should have realized just how fragile was 
the legal basis for such Part 2(4j)(1) of Rev. Rul. 69-421 when 
we noted that its one bit of cited authority was Rev. Rul. 69-144, 
1969-13 I.R.B. 9.--which is again cited in the Commissioner's 
brief at p. 14. Such revenue ruling is not in point: it simply 
holds that a partnership qualified plan can cover common-law em- 
ployees although they are relatives of the Partners. This is the 
sole supposed "authority" for the IRS position it has clutched so 
tenaciously in the face of consistent rebuffs from the courts. 

The final revenue ruling cited by the Commissioner's brief 
at its p. 14 is Rev. Rul. 69-36, 1969-1 C.8. 128. Admittedly, 
this is close to being in point. But is it correct? It holds 
that upon the incorporation of a proprietorship the former pro- 
prietor, now an employee, may not take into account service prior 
to incorporation for a prior-service requirement in a qualified 
plan. First, whatever merit this position might have had, it has 


been shot to pieces by the three cases cited and the recent 


Treasury acquiescence in Farley Funeral Home, Inc. Second, it 


cites as its sole authority Part 2(4)(1) to Rev. Rul. 65-178 
(which was, as previously noted, precisely restated in Rev. Rul. 
69-421). Here is a circularity of argument. Even as such Part 2 
(j) (1) is wholly discredited, so too is any revenue ruling which 
depends on it. 

Basically, this is a very simple case, despite the sugges- 


tions of the Commissioner's brief to the contrary. This is a 
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"reasonable comp" case. Ultimately, “reasonable comp" is always 
a question of fact. The taxpayer admittedly has the burden of 
proof on such issue. But when, as here, the taxpayer has put in 
extensive, uncontradicted, unrebutted, unimpeached evidence from 
several witnesses that the compensation paid a key executive for 
"personal services actually rendered in prior years as well as 
the current year" (Treas. Reg. Sec. 1.404(a)-1(b), cited more 
extensively by the Commissioner's brief at its p. 15) ~ 1s not 
high, but rather low, the t «payer has met his burden ef proot. 
Accordingly, as set out in the six cases cited by us at pp. 8 
through 10 of our original brief herein, it is "clearly erroneous" 
for a trial court in such a context to hold such compensation "un- 
reasonable”. 

Unless, of course, there is some sound rule of law which 
forbids this Court to take into account undercompensation in the 
years prior to incorporation. The court below felt there was such 


a sound rule of law. 


It felt itself controlled by U.S. Asiatic Co. v. Comm'r, 


which we discussed at length in our brief at pp. 12 and 13. And 
while it recognized that the more recent and better articulated 
R. J. Nicholl Co. case, supra, was to the contrary, it felt such 
latter case distinguishable, failing to realize that investment 
in human capital in a service business or profession is just as 
important as investment in tangible capital, as was done in the 
Nicholl Co. situation. We cede there is a distinction between 
such case and the instant case: but we do not see why it should 


lead to a difference in Legal result. 


Again, our entire Point I1 which the Commissioner's 
"answering" brief fails to answer, is that "A Successor Corpora- 
tion to an Unincorporated Trade or Business May Properly Pay and 
Deduct Expenses Economically Attributable to the Pre-Incorporation 
Period.” Since we promised that this brief would be strictly a 
"reply" brief, we shall not repeat this extensive argument and 
citation to authority, with only one special request of the Court: 
that it read and consider the hypothetical case put at p. 20 of 
our brief, which reproduced p. 17 from our brief to the Tax Court. 

We do not believe there is any answer to that hypothetical. 


None was offered by the Commissioner in his briefs to the Tax 


Court, none was offered by the learned Tax Court, none was offered 


by the Commissioner's "answering" brief herein. Do we have to 
engraft another anomalous and arbitrary quirk on the Code in re- 
fusing to take into account the building years of low earnings any 
professional normally goes through when he later incorporates and 
is paid an amount which, when looked at alone and forgetting the 
lean prior years, might seem to be excessive and "unreasonable"? 
Why? Cannot fairness and common sense and equity allow us 
to take all years into account when deciding, as here, an alleged 


"unreasonable comp" case? 


For the reasons stated, we respectfully pray that the Court 


reverse the decision of the Tax Court. 


Respectfully submitted, 


me . ) 
Zz ~/ SHERI Seana Seen ae ue ae 
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